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FRAUD AND THE AUDITOR
Recently, public interest in the auditor’s responsibility for client fraud
has increased. The media have focused attention on recent business
failures and questionable practices by businesses that involved alleged
fraud. These well-publicized instances attracted the attention o f Con
gress and inevitably raised the questions: Where were the auditors?
Did the auditors fulfill their responsibility?
These questions highlight the need to understand the auditor’s
existing responsibilities for fraud and consider them in light o f
public expectations.
AUDITOR RESPONSIBILITIES UNDER GAAS
The auditor’s responsibility to detect and report fraud is set out in SAS
No. 16, The Auditor’s Responsibilityfor the Detection of Errors or Irregularities,
(1977) and SAS No. 17, Illegal Acts by Clients, (1977). The standards
were developed as a direct result o f problems in the business com
munity in the mid-1970s. The disclosure o f client frauds, such as
Equity Funding, and questionable payments, primarily in foreign
countries, stirred the profession to adopt more specific standards in
the area o f client misconduct.
SAS No. 16 establishes an affirmative requirement for auditors: the
auditor is required to plan the examination to search for material
errors and irregularities and to carry out the search with due skill and
care. The auditor’s responsibility with regard to illegal acts is less distinct: because auditors are not lawyers trained to recognize illegal acts,
they are not expected to search for illegal acts, but rather to be aware
that some matters that come to their attention during the examination
might suggest that illegal acts have occurred.
If the auditor discovers an error, irregularity, or illegal act, he is
required to report it to management, and depending on its significance,
possibly to the Board o f Directors or its Audit Committee. The
auditor is also required to assess the effect on the financial statements
and, if material, to insist on adjustment or additional disclosures in the
statements or to qualify the audit report.
Auditors recognize that, although there is an affirmative respon
sibility to search for material errors and irregularities, there is a chance
that they won’t be found. The auditor tests selectively; that is, accounts
are usually sampled rather than examined 100 percent. Thus, if the
sample does not identify a fraudulent transaction, the auditor will be
less likely to suspect one in the unsampled portion o f the financial
statements. Auditors, o f course, control this sampling risk, but to
eliminate it would require auditors to examine all o f the entity’s tran
sactions for the year—which would result in astronomical audit costs
and this still would not necessarily d e te a cleverly forged or un
recorded transactions.

In practice, the auditor recognizes that the ability to discover
material errors (i.e. inadvertent mistakes) is greater than the ability to
discover material irregularities (intentional distortions) because ir
regularities often involve management’s efforts to conceal them.
Management’s collusion or its overriding o f internal controls can
sometimes successfully hide fraudulent transactions.
THE EXPECTATION GAP
The auditor has a clear responsibility to search for—and, subject to the
inherent limitations o f an audit, find—errors and irregularities that
would be material to the financial statements being examined. The
auditor sees this responsibility as a component o f a larger responsibility
—to examine and report on the financial statements taken as a whole.
The public seems to expect more. There is sometimes an indication
that financial statement users consider fraud detection one o f the
auditor’s primary responsibilities, not withstanding the inherent limit
ations o f an audit or the materiality o f amounts.
Although concern about the seeming disparity between the ser
vice delivered and the expectations o f some segments o f society has
existed for some time, recent allegations o f audit failures have inten
sified this concern. The Auditing Standards Board recognizes this,
and, in view o f heightened concern and with eight years’ experience
with the existing standards, has decided to restudy the profession’s
standards for detecting and reporting fraud.
THE BOARD’S INITIATIVES
The Auditing Standards Board has decided to look at the auditor’s re
sponsibilities regarding fraud and is initially focusing on the follow
ing areas:
1. Client’s control environment. Existing auditing standards
require the auditor to review and to test internal accounting controls
only when the controls are to be relied on to restrict substantive tests.
If the auditor does not intend to rely on the controls—either because
it is not cost effective to do so or because the controls don’t exist—he
is still required to understand the flow o f transactions and the control
environment. If the control environment—that is, the organizational
structure, the methods used to communicate responsibility and authority,
and the methods used to supervise the accounting system—is poor,
the auditor nevertheless can generally complete the examination by
primarily relying on extended substantive tests. The auditor is also
required to communicate to the Board o f Directors, among others,
material weaknesses in internal accounting control that come to his
attention whether or not he tests the controls.
(Continued on p. 2)
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Although professional standards recognize the importance o f the
auditor’s consideration o f the control environment, the auditor is not
specifically required by those standards to consider the possible errors
or irregularities that might arise from a poor one. Some auditors,
however, infer such a requirement from the current standards.
The Board will consider what effect the control environment,
particularly a poor control environment, should have on the auditor’s
search for errors and irregularities.
2. Cooked books. Cooked books is a term the SEC and others
have used to describe financial statements that have been intentionally
distorted by management. The thrust o f the discussion in SAS No. 16
deals with defalcations involving loss o f assets and it addresses inten
tional distortion o f financial statements only to a limited extent.
Because this situation raises unique management-integrity questions,
it might warrant further study.
3. Management’s judgments. In preparing financial statements,
management must make a number o f judgments—often involving the
choice o f accounting methods or estimating the outcome o f future
events. Auditors are responsible for obtaining evidence suitable for
evaluating the reasonableness o f management’s judgments. Because
estimation o f future events is inherently subjective, some evidence
pertinent to evaluating management’s judgments may not be available.
Thus, the risk of material error in information affected by manage
ment judgments may be higher. The use o f subjective data also makes
the detection o f irregularities more difficult.
Present guidance on auditing management judgments is scattered
about in the Statements on Auditing Standards. Also, auditors examine
judgments in a variety o f ways, some o f which may be more effective
than others. The Board will consider the need to bring the guidance
together in one place and the need to develop new guidance to
improve audit effectiveness and efficiency.
4. Warning signals. Auditors can more effectively identify
fraud or illegal acts if they are familiar with their warning signals. The
Auditing Standards Division developed and published in the May 12,
1979 CPA Letter a list o f "red flags” that auditors could use in con
sidering fraud. Consideration will be given to expanding this list and
integrating it into the professional standards.
5. Communications about fraud or illegal acts. The auditor is
required, under existing standards, to report suspected fraud or illegal
acts to management or the Board o f Directors.
After consulting legal counsel, the auditor is usually advised not to
report these events to persons outside o f the organization (except for

audits o f federally-assisted programs).
Some people believe the auditor should be required to report
suspected wrongdoing to outsiders: regulators, law enforcement agen
cies, or shareholders. O ther people would, alternatively, require that
all such acts—whether or not material—be reported to the Board o f
Directors or its Audit Committee.
Consideration will be given to whether the reporting respon
sibilities in this area should be modified.
6. Clarity o f communications o f auditor’s responsibilities.
Some have observed that while the auditor has in fact an affirmative
responsibility to search for fraud, the discussion in existing standards
contains many qualifying caveats and the result is an appearance that
the responsibility is being denied. The Board will also consider this
communications issue.
CONSIDERATIONS
The expectation gap can be narrowed by increasing auditor respon
sibility to accord with public expectations or by moving public expec
tations closer to current auditor responsibility. Both standards setting
initiatives and increased communications are needed to reduce the
expectation gap.
In formulating an approach to close the expectation gap, the
Auditing Standards Board must evaluate the costs and benefits o f each
alternative. Some important questions must be answered. For exam
ple, if auditors assume more responsibility will the benefits to society
be worth the cost and will increased responsibility result in an unac
ceptable extension o f the auditor’s liability? W hat will be the effect on
the auditor of reporting to regulators a suspected fraud if the suspect
is eventually adjudged to be not guilty?
CONCLUSION
The Auditing Standards Board has not prejudged the issue. The Board
believes that to meet its public interest responsibilities it must period
ically reexamine the profession’s standards in light o f the current
environment, society’s and users’ expectations, and the ability o f
auditors to meet those expectations in a cost-effective manner. The
costs imposed by auditing standards should not be excessive or un
reasonable on clients, society, or the auditor.
The Board responds on an ongoing basis to current issues of con
cern to the profession and the public. See The Division Responds, below,
for a discussion o f some issues recently addressed.

THE DIVISION RESPONDS
The Auditing Standards Division, recognizing increased public con
cern with auditing and auditors, has embarked on a number o f efforts
to consider and address those concerns. Some o f the more important
efforts currently underway include:
•
•
•
•

Fraud,
Repurchase transactions,
Related parties, and
Loan loss reserves.

Fraud. The division is studying several issues regarding the auditor’s
responsibility for detection and reporting o f client fraud (see Fraud
and the Auditor, p. 1). A task force, chaired by ASB member Robert
Temkin and staffed by Lynn O ’Neill, will study issues and make
recommendations to the Auditing Standards Board.
As a separate project the AICPA, the Institute o f Internal Auditors,
National Association o f Accountants, American Accounting Associa
tion, and Financial Executives Institute have established the National
Commission on Management Fraud to consider prevention and detec
tion o f fraud. The group is to be chaired by James Treadway, former
SEC commissioner.

Repurchase transactions. In the wake o f the failures o f several
government securities dealers and the resulting troubles experienced
by those entities doing business with them, the division studied the
issues surrounding audits of repurchase and reverse repurchase securities
transactions. A task force, chaired by ASB member Jerry Sullivan and
staffed by Eileen Demichelis, was formed in April to look at existing
guidance related to the audit o f these transactions. The task force
studied the matter from both sides o f the transaction; that is, the audit
procedures applied in the examinations o f government securities
dealers and those applied in audits o f financial institutions and govern
mental units that enter into transactions with dealers. In June, the task
force published its findings in the Report of the Special Task Force on Audits
of Repurchase Securities Transactions, which can be ordered by writing or
calling the AICPA O rder Department (212/575-6426) .
The report’s principal conclusions and recommendations include
the following:
• Existing Statements on Auditing Standards provide adequate
general standards and standards o f field work and reporting
for auditing repurchase transactions.
• Additional educational materials should be developed to pro

—2—
(Continued on p. 3)

DIVISION RESPONDS

(continuedfrom p. 2)
vide more guidance to auditors o f banks, savings and loan
associations and securities brokers/dealers, and other special
ized industries.

• A comprehensive study o f all existing financial instruments
should be undertaken to provide guidance to auditors of
these instruments;
That the bodies responsible for setting accounting standards
consider additional disclosure guidance;
That auditors be mindful o f the limited audit objectives achieved
through auditor’s confirmation o f repo transactions.
Relatedparties. The division staff is developing interpretations o f

SAS No. 45, which deals with auditing related party transactions. The
interpretations will emphasize the increased risk that is inherent in
related party transactions how the auditor expands audit procedures
to cope with the increased risk. They will also consider how the auditor
identifies related party transactions. The interpretations are expected
to be published in the Journal of Accountancy in the fall.
Loan loss reserves. The division is studying the current practices and
policies used by auditors to evaluate the adequacy of loan loss reserves
in commercial banks and other financial institutions. The project is
intended to produce a document to help auditors effectively consider
loan loss reserves and thus, help in the audits o f banks and other finan
cial institutions. The project is b eing coordinated by Peter VanSon and
is being done in cooperation with the AICPA Committee on Banking.

WHAT ELSE THE DIVISION DOES
Most people are aware o f the division’s most visible product—State
ments on Auditing Standards. SASs are interpretations o f generally
accepted auditing standards and are issued by the Auditing Standards
Board (ASB). The development o f those standards and the proposed
standards for attestation standards and prospective financial statements
are important division functions, but the division publishes many
other types o f documents as well. Some people—even those who
follow the division’s activities—are not aware o f some o f them. Here is
a description o f the division’s major publications.
Auditing interpretations are issued by the division staff to answer
questions about the application o f individual SASs. Generally, an
interpretation covers specific situations not addressed in the SAS it
interprets, resolves ambiguities in the SAS, or deals with the applica
tion o f the SAS to fact patterns that did not exist when originally
issued. Interpretations are not enforceable under the Institute’s code
o f professional ethics, although AICPA members may have to justify
departures from them. Accordingly interpretations are not exposed
before issuance; however, they are reviewed by Auditing Standards
Board members. Interpretations are published in the Journal of Accoun
tancy and are reproduced in the Codification of SASs, which is pub
lished annually.
Audit and Accounting Guides are published by AICPA commit
tees charged with studying specialized topics. Many guides deal with
accounting and auditing in individual industries, such as banks, stockbrokerages, and insurance companies. These guides generally contain
background information on the industry, descriptions or recommen
dations on industry accounting practices, discussion o f auditing issues
and procedures, and illustrations o f financial statements. Because
these guides deal with accounting as well as auditing matters they are
often useful to accountants in industry in addition to auditors. In addition
the division publishes some guides that deal only with particular auditing
matters such as audit sampling and computer assisted audit techniques.
Guides generally are issued to provide assistance in applying
existing accounting or auditing standards or to demonstrate how
general standards are applied in specific circumstances. Often they
contain the only authoritative discussion o f application o f standards in
an industry and, thus, carry substantial weight. The guides are not
enforceable under the Institute’s code o f ethics, but because they rep
resent the best thinking o f the profession, members are aware that
they have to consider a relevant guide and that they may have to justify
departing from its recommendations.
A guide represents the opinion o f the committee preparing it,
but is reviewed by members o f the ASB as well as by the Financial

Accounting Standards Board and AICPA Accounting Standards
Executive Committee both before exposure and again before issuance.
W hen a guide is exposed, the CPA Letter publishes a summary of its
major provisions to assist practitioners in considering whether to read
and consider the draft.
When a guide needs to be amended or interpreted for an auditing
matter the division issues a Statement of Position (SOP). SOPs generally
go through the same issuing process as guides and have the same
authority. W hen SOPs are issued they may be purchased separately but
are always reprinted in the guides they affect. (The AICPA Accounting
Standards Division also issues SOPs. That division’s SOPs deal with
accounting and disclosure issues and are numbered.)
Often, practitioners want detailed suggestions on implementing
auditing standards and solving audit problems. The division responds
to such needs in Auditing Procedures Studies. This series is relatively new,
but has been well received. Two studies have been issued covering con
firmation o f accounts receivable and audits o f small businesses. Others
in process include auditing inventories and the auditor’s use o f micro
computers.
The studies are not authoritative and are not exposed before
issuance. They do not represent the opinion o f the ASB or the
Institute, and members are not required to follow the suggestions in
the studies. Many practitioners nevertheless find them helpful.
As part o f the division’s commitment to research, it occasionally
publishes Auditing ResearchMonographs. They are intended to be helpful
in approaching and solving practice problems by providing back
ground material and informed discussion to help practitioners reach
informed decisions. There are six titles in this series covering topics
such as the auditor’s reporting obligation and the market for audit,
review, and compilation services. Monographs are not authoritative;
they represent the opinions o f the authors but do not speak for the
ASB or the Institute.
As needs arise, the division staff is called on to develop other
materials such as informative booklets and brochures for practitioners
and others. Often, these materials are used to explain auditing stan
dards to persons outside o f public accounting, such as financial state
ment issuers and users. Examples o f these publications are A User’s
Guide to Understanding Audits and Audit Reports and brochures on
engagement letters and representation letters that practitioners use to
explain to clients the need for these letters.
Whenever the division publishes a document, it is announced in
the CPA Letter as well as in In Our Opinion. All documents may be
ordered by calling the AICPA O rder Department at 212/575-6426.
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TECHNICAL PLAN HIGHLIGHTS
Financial Forecasts and Projections (AICPA staff: DON PALLAIS).
The ASB agreed to issue a statement on accountant’s services on finan
cial forecasts and projections. The statement, which will be a State
ment on Prospective Financial Statements rather than an SAS, will
provide an authoritative foundation for a proposed guide that was
exposed in September, 1983. The most significant change from the
exposure draft is that the standard adopts the association concepts
contained in the draft statement on attestation standards. The state
ment will be effective after September 30, 1986. Schedule: standard
to be issued by 4Q. 1985; the guide will be issued shortly after
that.
Com pleteness (PATRICK M cN amee ). The ASB exposed in
December, 1984 a draft SAS concerned with how the auditor becomes
satisfied about the completeness o f accounts, which cannot be tested
by testing only recorded amounts. The draft concludes that the
auditor may not rely solely on management’s representations and
internal controls for such assurance, but should apply substantive tests
for completeness. The exposure period ended May 1, 1985 and the
Board received 65 letters o f comment, which were evenly divided be
tween those supporting and opposing the draft. Schedule: the Board
to consider at its July, 1985 meeting whether to proceed with the
project.
A ttestation Standards (Alan W INTERS). The ASB and ARSC
jointly exposed in February 1985 a draft that would establish attesta
tion standards. The standards would be similar to the 10 GAAS and
would apply whenever an accountant is engaged to issue, or does issue,
a report that expresses a conclusion on the reliability o f one’s parties
assertions for use by another party. The exposure period was extended
to July 15, 1985. Schedule: standard to be issued by 4Q. 1985.

Financial Statem ents U sed in O th e r C ountries (MICHELE
STANTON). The ASB agreed to expose a draft on reporting on finan
cial statements when the reports are intended to be used outside o f the
U.S., e.g. U.S. subsidiaries o f foreign parents. Schedule: draft to be
exposed 3Q. 1985.
Contingencies (DAN GUY). The Board is reconsidering a pro
ject that it began some time ago to clarify the use o f the subject-to opin
ion. The guidance would not change the report language, but would
explain when such an opinion would be given, and discuss the dif
ference between a subject-to and an except-for opinion. The Board
agreed at its June meeting to expose a draft SAS. Schedule: draft to
be exposed 3Q. 1985.
Reports on the Application o f Accounting Principles (MICHELE
STANTON). The Board is considering whether guidance is needed
regarding opinions on the application o f accounting principles that are
prepared for entities other than audit clients. Schedule: Board to dis
cuss at its July meeting.
O ther Current Projects: The Board is considering whether
additional guidance is needed regarding analytical review procedures
and internal accounting controls. It has discussed these projects and
further research is being done. The ASB is considering whether exist
ing auditing standards dealing with consistency need to be clarified,
revised or consolidated. This project has been delayed due to more
pressing matters, initial ASB discussion expected 2Q. 1986. The Board
has decided to reconsider the auditor’s responsibility for detection and
reporting o f errors, irregularities and illegal acts (see p. 1). Initial
ASB discussion is not expected before 1986.

Recent Division Publications
The division issued three interpretations in May. Two o f them inter
preted SAS No. 1, section 320, The Auditor’s Study and Evaluation of
Internal Control. They dealt with: (1) when a compliance test or a sub
stantive test is considered to be a dual-purpose test and (2) whether
reperformance tests are necessary to rely on internal accounting control.
A third interpretation dealt with SAS N o. 7 Communications Between
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Predecessor and Successor Auditors. It discussed the successor auditor’s
responsibilities to contact predecessor auditors when there are two
auditor changes within the year.
In June, the division issued the Report of the Special Task Force on Audits of
Repurchase Securities Transactions (see p. 2).

Editor:
Don Pallais
Director
Audit and Accounting Guides

